
































































































































Figure 13 ’
Average guaranteed loan size, by program and region, fiscal 1988
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Source: Guaranteed System's master files.

Most guaranteed loans (71 percent) made in 1988 required only one loan payment
each year. Annual payments were a particularly common repayment method for
operating loans and loans made by banks and other lenders. The FCS, which
extended a higher proportion of its loans to dairy farms, was twice as likely
to use monthly repayment plans as banks were.

Interest Rates on Guaranteed Loans

Average interest rates charged on FmHA-guaranteed farm loans were similar to
the rates for all farm borrowers. This was important because, beginning in
fiscal 1989, participating lenders were required to begin charging rates no
greater than those charged their average farm customer on similar loans.!®
Before fiscal 1989, participating lenders could charge a l-percentage-point
premium on a guaranteed loan. The guaranteed loan interest rates reported
here are the rates charged the borrower, not the rate earned by the lender.
The Interest Rate Buydown Program effectively reduced the average interest
rate paid by program borrowers by about half a percentage point.
(Alternatively, lenders charged a contractual rate of about half a percentage
point higher than we report.) This contractual rate is still within the 1-
percentage point premium allowed in 1988.

The average rate on guaranteed OL loans made in fiscal 1988 was 11.2 percent
(table 17). Borrowers with guaranteed OL loans from commercial banks paid an
average rate of 11.4 percent on these loans, which is close to the 11.2-

18Regu.‘l.at.ions took effect on January 13, 1989.
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Table 17--Selected characteristics of interest rates on guaranteed loans, by
program and lender category, fiscal 1988

Attribute Commercial Farm Credit Other Total
banks System lenders
Percent

Proportion of guaranteed
loans with:

Fixed rates 28.2 18.4 15.8 26.0
Variable rates 71.8 81.6 84.2 74.0
Proportion of operating
loans with:
Fixed rates 28.9 18.0 18.7 26.6
Variable rates 71.1 82.0 81.3 73.4
Proportion of farm
ownership loans with:
Fixed rates ' 25.2 19.5 0 23.5
Variable rates 74.8 80.5 100.0 76.5
Average interest rate on:

All guaranteed loans 11.2 10.4 11.4 11.0
Fixed rate 10.6 9.9 11.3 10.5
Variable rate 11.5 10.4 11.5 11.2

Operating loans 11.4 10.6 11.7 11.2
Fixed rate 10.7 10.3 11.3 10.7
Variable rate 11.7 10.7 11.8 11.4

Farm ownership loans 10.5 9.6 10.1 10.2
Fixed rate 9.9 8.9 -- 9.7
Variable rate 10.7 9.8 10.1 10.4

Average interest rate on
operating loan:

Lines of credit 11.6 10.8 11.7 11.5
Fixed rate 10.8 10.5 11.0 10.8
Variable rate 11.9 10.9 11.9 11.7

Notes 11.1 10.5 11.5 11.0
Fixed rate 10.6 10.0 11.8 10.6
Variable rate 11.4 10.5 11.2 11.2

-- Indicates that no such loans were made.

Source: 1988 survey of FmHA's guaranteed loan applicant folders.
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percent rate banks charged all their farm customers for nonreal estate farm
loans in 1988 (1ll). For FCS loans, the average rate was 10.6 percent, which

is equal to the rate charged by the FCS on all nonreal estate farm loans in
1988 (5).

The average rate on all guaranteed FO loans was 10.2 percent. For FCS loans
carrying a guarantee, the average rate paid by borrowers was 9.6 percent,
compared with the 10.1 percent charged by the FCS for all farm real estate
loans in 1988 (similar data for banks are unavailable). The lower rate
charged on FCS loans guaranteed by FmHA might be partially explained by the

high percentage (45 percent) of such loans going to refinance existing debt--
often with Interest Rate Buydown Program assistance.

Figure 14 reveals considerable regional variation in interest rates.
Borrowers in the Pacific States pay the highest rates, 3.2 percentage points
higher on FO loans and 2.3 percentage points higher on OL loans, than
borrowers in the lowest paying regions. In the Pacific, Southeast, and
Northeast regions, rates on FO loans were close to or above rates charged on
OL loans, but averaged about 1 percentage point less elsewhere.

When comparing average rates by program, two trends are apparent (table 17).
Variable-rate loans are about half a percentage point higher than fixed-rate
loans, and OL loans carry an interest rate about 1 percentage point higher
than FO loans. Higher interest rates for the short-term OL credit are
consistent with data for the entire farm sector, but the higher variable-

interest rates are somewhat surprising. Typically, variable-rate loans carry
lower rates than fixed-rate loans.

Figure 14
Average interest rate on guaranteed loans, by program and region, fiscal 1988
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There are several possible explanations for the higher variable rates. First,
at least for all farm real estate loans made by banks and the FCS, there is a
tendency to charge the weakest customers higher interest rates and make
frequent adjustments using variable-rate loans (2). Second, the Interest Rate
Buydown Program may be used more with fixed-rate loans, thus lowering their
average rate relative to variable-rate loans. Moreover, for farm real estate
loans in general, there is evidence that fixed and variable rates are now more
similar than in the past because many fixed-rate loans are now 5-year balloon
loans, meaning their fixed rates are only for 5-years instead of the typical
15- to 20-year amortization.

Regardless of program, approximately three-fourths of guaranteed loans are
made with variable interest rates. Banks tend to make fewer variable rate
loans than FCS lenders. The higher use of variable rates by the FCS is not
surprising because FCS associations have traditionally (exclusively in some
instances) relied on the use of variable-rate financing for many years.
Guarantee program borrowers are more likely than a bank’s typical farm
customers to receive a variable-rate loan. For example, 61 percent of all
bank nonreal estate loans made to farmers carried variable interest rates in
1988, compared with 71 percent for bank-originated guaranteed OL loans (ll).
Again, the greater reliance on variable interest rates for guaranteed loans is
attributable to the reluctance of banks or the FCS to take on interest rate
risk on their high-risk loans.

Influenced by varying lender participation rates, there are also regional
differences in the proportion of loans carrying variable versus fixed interest
rates. The extremes are the Lake States, where 65 percent of loans carry
variable rates, and the Pacific States, where 92 percent carry variable rates.

Most variable-rate loans use a base rate tied to the lender’s cost of funds
(its prime rate) or to the major bank prime rate published in the Wall Street
Journal (table 18). Regional bank prime rates, U.S. Treasury rates, and FCS
rates are also used frequently. Lenders typically select base rates that they
are most accustomed to. Most variable-rate loans are adjusted at least once a
year. The spread between the base rate and the rate charged was uniformly
around 2 percentage points for both loan programs. However, when examined by
lender, the FCS spread is less--around 1.5 percentage points.

Summary and Policy Implications

Analysis of 1,625 guaranteed loan records for fiscal 1988 and data gleaned
from FmHA's Guaranteed System master files shows that guarantee program
borrowers are significantly different from farm operators in general. But
when program participants are compared by type of program and lender, the
differences are generally less evident. Still, important regional differences
in characteristics of borrowers, participating lenders, and guaranteed loans
persist.

In fiscal 1988, FmHA's guaranteed loan programs generally served large family-
sized farm operators. This finding is true whether measured in terms of gross
farm income, total assets held, or acres farmed. Guarantee program borrowers
are highly indebted, with an average debt/asset ratio of 0.66, and have
limited cash-flows, making them high risks for credit. Farms vulnerable to
failure accounted for a much higher percentage of guarantee program borrowers
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Table 18--Selected payment terms on guaranteed loans, by program and lender category, fiscal 1988

Guarantee programs Lender category
Attribute Operating Farm Both Commercial Farm Other
Loan Ownership programs banks Credit lenders
Program Loan Program System
Percent
Mean spread between base rate
and rate charged on variable
interest rate loans 2.0 2.1 2.0 2.1 1.4 2.5
Proportion of variable-rate
loans using a base rate of:
Lender's prime 48.5 39.5 46 .7 42.3 61.2 43.8
Major bank prime 33.4 31.3 33.0 40.6 7.6 37.5
FCS rate 6.2 8.6 6.7 .3 27.9 6.3
U.S. Treasury rate 5.3 10.7 6.4 7.6 2.5 6.3
Other? 6.6 9.8 7.3 9.3 8 6.3
Proportion of variable-
rate loans adjusting:
Monthly 36.5 24.6 34.1 22.9 68.0 62.5
Quarterly 24.2 22.2 23.8 27.8 11.3 18.8
Annually 16.5 27.8 18.9 23.0 6.0 12.5
At lender's discretion 17.0 9.7 15.5 17.2 10.6 6.3
Other 5.7 15.7 7.8 9.2 4.3 0

lIncludes regional bank prime, Federal Home Loan Mortgage Corporation, Federal Reserve discount, Federal Funds, and other rates.

Source: 1988 survey of FmHA's guaranteed loan applicant folders.



than of all farm operators. While nearly half of all farm operators were
classified as having a favorable financial condition, only 12 percent of
guarantee program borrowers were classified as such. On the other hand,
guarantee program borrowers are in a stronger financial condition than are
FmHA's direct loan customers.

With nearly 37 percent of all guaranteed loans made to refinance existing farm
debt and 49 percent to provide annual operating funds, the programs provide
little assistance to farmers wishing to purchase new farm assets. Guarantee
programs serve a higher percentage of borrowers in the Lake States, Northern
Plains, and particularly the Delta States than would be expected from the
distribution of all farm operators. More cash grain and dairy farms and far
fewer livestock farms were served than would be expected from their respective
shares of all farms. A generally more favorable financial climate for
livestock farms in 1987 and 1988 offers a likely explanation.

Commercial bank participation in loan guarantee programs dominates other
lender groups with a 76.5-percent share of the guaranteed loans originated and
a 93-percent share of all participating lenders. Individual banks typically
originate only a handful of loans, while FCS lenders, which account for only 5
percent of participating firms, made 22 percent of the loans in fiscal 1988.
Moveover, while commercial banks tend to make operating loans to cash grain
farmers, the Farm Credit System had a greater tendency to obtain loan
guarantees for dairy farmers and for the refinancing of existing debt. The
FCS originated nearly half of the guaranteed loans in the Northeast and Lake
States, but less than 10 percent in the Southern Plains.

Interest rates charged on guaranteed loans are similar to those for all farm
loans. Variable interest rate loans were found to predominate, but they
carried higher interest rates than fixed-rate loans. Again, there is
substantial regional variation in these findings.

FmHA is putting increased emphasis on its guaranteed loan programs as the
preferred vehicle for delivering assistance to farm operators unable to obtain
credit on conventional terms. Direct lending programs are being curtailed,
while allocations to the guarantee programs are being expanded. For this
approach to succeed, however, private lenders must be willing to participate
in the programs.' Our analysis shows that usage of the guarantee programs
by banks and the FCS was widespread in 1988; however, it was far from
universal. 1In addition, the guarantee programs have primarily been used to
serve the needs of participating lenders’ existing customers. While we did
not examine the issue directly, it seems unlikely that many direct loan
borrowers were "graduated" to the guarantee programs.

To encourage greater lender participation in the programs, the Agricultural
Credit Act of 1987 included provisions for a government-sponsored secondary
market in FmHA guarantees. And to make the guarantee program more accessible
to direct program borrowers, the Omnibus Budget Reconciliation Act of 1990
allows FmHA to subsidize the interest rates paid by guarantee program

197, some extent, program objectives can be met as long as private lenders consider the guarantee programs
as a safety net should the financial position of their marginal borrowers begin to deteriorate. That is, if
private lenders continue to serve marginally creditworthy farm borrowers because they believe that their
conventional loans can be converted to guaranteed loans in the future, if need be, then the program will do
what it is intended to do--help marginal farm borrowers acquire needed credit. This line of reasoning
suggests that past heavy use of the guaranteed loan programs to refinance bank loans may be an indication of
the programs' success, rather than of misuse by lenders.
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borrowers, with no requirement for participating lenders to match the subsidy
with their own write-downs. While it is still too early to tell what affect
these pieces of legislation will ultimately have on the success of the
guarantee programs, our results shed some light on potential problems and
opportunities.

Secondary Market

The Federally sponsored secondary market for FmHA guarantees--known as Farmer
Mac II--became operational in April 1991. The hope is that by replacing ad
hoc regional markets with a national secondary market, the liquidity of
guaranteed loans will increase, making them more attractive to lenders.
However, Farmer Mac II has yet to attain the size needed to profitably support
its marketing operations (10). Over time, the mechanism in place supporting
variable rate guaranteed loans should prove to be workable.?? However, its
approach to fixed-rate guaranteed loans remains less developed, suggesting
that these types of loans will be discouraged if a better marketing approach
is not adopted. Given the characteristics of guaranteed loans originated in
1988, developing a competitive secondary market for fixed rate loans may not
be easy.

Farmer Mac facilitates the resale of fixed-rate loans by identifying investors
willing to purchase whole loans--much as the ad hoc secondary markets operate.
While sufficient for current market conditions, a pooling mechanism is needed
if Farmer Mac II is to encourage greater use of fixed-rate guaranteed loans in
the long run. Under such an arrangement, Farmer Mac would facilitate the
purchase of long-term fixed-rate guaranteed loans with funds raised through
the sale of securities backed by the income stream from the pool. But
assembling a pool of loans with a well-behaved payment stream and predictable
prepayment properties requires that a diverse group of loans having similar
payment terms be available for resale. The loan characteristics summarized in
this report suggest that the market is much more likely to be comprised of
loans from a few lenders (yielding an undiversified pool) or very dissimilar
loans (with loan payment schedules varying widely), neither of which is
conducive to an efficient secondary market. For example, 70 percent of the
guaranteed loans originated in 1988 had payments due only once a year and
nearly 45 percent were from cash grain operations. On the assumption that
payments would be scheduled to follow the harvest, then most of the income
stream on a representative pool of loans would come throughout the fall
months, with payments of irregular size being made throughout the remainder of
the year--not an ideal arrangement for many investors.

To the extent that the secondary market increases the liquidity of guaranteed
loans, in all probability it will encourage lenders to provide more guaranteed
credit, especially at variable rate loans tied to the Farmer Mac II cost of
funds index. Borrowers wanting fixed-rate loans or variable-rate loans with
individually tailored interest rate schemes may find them more difficult to

20For variable rate loans tied to its cost of funds, Farmer Mac operates as a portfolio lender, purchasing
guarantees with funds raised through the sale of discount notes. Since it holds its guaranteed loans in
portfolio, it does not have to worry about pooling dissimilar loan types. Reliance on discount notes to
purchase variable rate loans tied to its cost of funds lets it avoid all of the interest rate and much of
the prepayment risk on its portfolio. And since guarantees are backed by the full faith and credit of the
U.S. Treasury, not only can Farmer Mac avoid the default risk, but its discount notes sell at rates
comparable to U.S. Treasury notes. As a result, Farmer Mac II can offer attractive returns to participating
lenders. Over time, as new loans are tied to the Farmer Mac II index, and as existing loans are
renegotiated, the pool of eligible loans should increase.
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obtain. But our results also suggest that development of Farmer Mac II will
be slow if 1988's market conditions persist. Loan-to-deposit ratios among
participating banks were only 60 percent at the end of 1988, indicating that
liquidity was not a major concern. Indeed, a smaller proportion of
participating lenders had loan-to-deposit ratios over 70 percent than did
nonparticipating banks with farm loans outstanding. As a result, most banks
had little incentive to resell their loan guarantees.

"Graduating" Direct Loan Borrowers

For the guaranteed loan programs to completely replace the direct loan
programs, private lenders would have to be enticed to serve the financially
stressed operators that currently comprise FmHA’s direct program clientele.
But a lender’s use of the guarantee programs to keep serving the credit needs
of its own financially stressed borrowers does not mean that it would be
willing to extend the same courtesy to others. Based on the FCRS data
reported in figure 7, over 22 percent of FmHA's direct program borrowers were
vulnerable to failure, while another 52 percent were marginally solvent. An
interest rate assistance program, by itself, is unlikely to make a significant
number of these borrowers attractive to private lenders. Based on the
characteristics of guaranteed program borrowers, it appears that private
lenders use the guarantee programs primarily for their highly indebted
borrowers. In 1988, over 75 percent of guarantee program borrowers had
adequate cash-flow, but were highly indebted; only 13 percent had inadequate
cash-flow, and all but 1 percent of these were also highly indebted. Thus,
lenders’' main concerns seem to be over their borrowers’ solvency rather than
over cash-flow. As a result, a program which effectively supplements a
borrower’s cash-flow, while leaving him or her highly indebted, is not likely
to attract much interest from private lenders.

For the bulk of FmHA’'s borrowers, some form of debt write-off may be needed
before private lenders will find it profitable to refinance direct program
debt. Steps, including debt write-offs, are currently taken to help
delinquent direct program borrowers stay in farming. Ironically, some of
these delinquent borrowers may have an easier time "graduating" from the
direct program than borrowers that continue to meet their debt obligations.

The interest rate assistance program has more potential for helping the 25
percent of direct program borrowers that were in a favorable financial
position, or were considered marginal income operations, graduate to the
guarantee programs. These borrowers have more modest loan balances, and thus
might be looked upon more favorably by private lenders. However, even for
these borrowers, the Interest Assistance Program may not be enough. The
program provides an interest rate subsidy of up to 4 percent on qualified
guaranteed loans, which could help farmers with cash-flow problems project
healthier net returns on their investments. But the average interest rate
charged on FmHA guaranteed loans during 1988 was 11 percent. The average rate
charged on FmHA direct loans that year, taking limited resource rate loans
into account, was approximately 7.5 percent. As a result, moving from the
direct loan program to the guaranteed loan program, even with the maximum
allowable interest rate subsidy, is not likely to appreciably improve the
position of the average direct program borrower. If borrowers are in the
direct loan program because of some flaw in their operations which prevents
their acquiring conventional credit, the Interest Assistance Program may not
provide enough of a subsidy to encourage private lenders to refinance their
debts.
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Our results suggest that lenders in fiscal 1988 were mostly using the
guarantee programs to help their existing customers and that additional
incentives may be necessary to encourage them to use loan guarantees for new
customers or for those trying to graduate from direct lending programs.
Future research in this direction should compare the characteristics of
borrowers in both programs to better address the issues associated with
graduating a large number of farm borrowers to new credit sources.
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